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^^ANY OF THE FR0DUCT5 YOU USE EVERY DAY, LIKE YOUR CD PLAYER AND TV SET, 
WERE NOT DESIGNED OR MANUFACTURED IN THE UNITED STATES. WHY DO YOU HAVE 
THE OPPORTUNITY TO SUY AND USE SO MANY FOREIGN PRODUCTS? 





AFTER STAGNATING 
FOR SEVERAL HUNPREP 
YEARS. THE VOLUME OF 
FOREIGN TRAPE 
INCREASEP RAFIPLY 
IN THE EARLY 1500s. 




THE EUROPEAN NATIONS POMINANT AT THAT TIME PURSUES AN ECONOMIC PHILOSOPHY CALLEP 
MERCANTILISM. MERCANTILISM CONSISTEP OF TWO MAIN IPEAS. THE FIRST WAS THAT PRECIOUS 
METALS PETERMINEPA NATION’S WEALTH. 
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TO EXFORT MORE THAN THEY IMPORTED, MERCANTILIST NATIONS FOCUSED ON FINDING NEW NATURAL 
RESOURCES THAT COULD 3E PROCESSED AND MANUFACTURED INTO GOODS FIT FOR SALE ABROAD. 




THE MERCANTILIST PHILOSOPHY WAS 
CHALLENGED BY THE PUBLICATION 
OF ADAM SMITH'S THE WEALTH OF 
NATIONS IN 1776. 



SMITH DID NOT SHARE THE MERCANTILISTS' BELIEF THAT A 
COUNTRYS WEALTH WAS DETERMINED BY PRECIOUS METALS. 
HE BELIEVED A NATION'S WEALTH ULTIMATELY WAS DETERMINED 
BY ITS HOLDINGS OF ASSETS SUCH AS HOUSEHOLD ITEMS 
THAT CONSUMERS DESIRED. 
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SMITH POINTED OUT THAT MANY 
NATIONS HAVE NATURAL AND ACQUIRED 
ADVANTAGES IN PRODUCING CERTAIN 
GOODS. SOME COUNTRIES ARE RICH 
IN NATURAL RESOURCES, SUCH AS 
LUM3ER AND FARMLAND... 



... AND OTHERS IN ACQUIRED RESOURCES, SUCH, AS A 
HIGHLY TRAINED WORKFORCE AND A LARGE TECHNOLOGICAL 
EASE THESE COUNTRIES HAVE AN ADVANTAGE IN PRODUCING 
GOODS SUCH AS COTTON, 3ECAUSE COTTON MANUFACTURING 
REQUIRES SKILLED WORKERS AND TECHNOLOGICALLY 
ADVANCED MACHINES. 




THESE NATURAL AND ACQUIRED ADVANTAGES LED SMITH TO INTRODUCE 
THE PRINCIPLE OF ABSOLUTE ADVANTAGE. 




A COUNTRY HAS AN ABSOLUTE ADVANTAGE IN THE 
PRODUCTION OF A GOOD WHEN THE COUNTRY CAN 
PRODUCE IT MORE CHEAPLY THAN ANY OTHER COUNTRY. 
IF COUNTRIES SPECIALIZE IN PRODUCING GOODS IN WHICH 

«NU BE BEIIEK Uhh EUUNUMlUflLLY. 




SMITH'S IDEAS SET THE STAGE FOR MODERN TRADE. { 
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SMITH'S IDEAS ON TRADE WERE REFINED IN THE 
EARLY 19th CENTURY. WHEN THE WEALTHY SOND 
TRADER DAVID RICARDO EXPLAINED THE CONCEPT 
OF COMPARATIVE ADVANTAGE. 



RICARDO SHOWED THAT WHEN TWO NATIONS 
HAVE DIFFERENT RELATIVE ABILITIES TO PRODUCE 
DIFFERENT GOODS, TRADE WILL SENEFIT DOTH 
NATIONS. 

IF TWO COUNTRIES HAVE DIFFERENT RESOURCES 
AND SKILLS, THEV WIU HAVE DIFFERENT RELATIVE 
ABILITIES TO PRODUCE DIFFERENT fiOODS. 
BECAUSE OF THIS, COUNTRIES WILL BE ABLE TO 
EXPLOIT THEIR COMPARATIVE ADVANTACES 





NOW. SUPPOSE IT TAKES 1 HOUR TO MAKE A CD 
AND 2 HOURS TO MAKE A PAIR OF SLUE JEANS IN 
THE UNITED STATES. WHEREAS IT TAKES 4 HOURS 
TO MAKE A CD AND 4 HOURS TO MAKE A PAIR OF 
JEANS IN JEANSLAND. 






BECAUeB AMERJCA HAS AN A3S0LUTE 
ADVANTAGE IN FRODUCING DOTH GOODS, YOU 
MIGHT THINK THAT ONLY THE UNITED STATES 
WOULD SENEFIT FFOM TRADE. IN FACT, THOUGH, 
3ECAUSE JEANSLAND AND THE UNITED STATES 
HAVE DIFFERENT RELATIVE ABILITIES IN 
PRODUCING CDs AND JEANS, BOTH NATIONS 
WILL BENEFIT FROM TRADE. 




ALTERNATIVELY, BECAUSE IT TAKES 4 HOURS TO 
MAKE A FAIR OF JEANS IN JEANSLAND AND 2 
HOURS IN THE UNITED STATES, JEANSLAND 



WORKERS ARE 1/2 AS EFFICIENT AS U.S. 
WORKERS IN MAKING JEANS, AND BECAUSE IT 
TAKES 4 HOURS TO MAKE A CD IN JEANSLAND 
AND 1 HOUR IN THE UNITED STATES, JEANSLAND 
WORKERS ARE ONLY 1/4 /kS EFFICIENT AS U.S. 
WORKERS IN MAKING CDs. THEREFORE, 



JEANSLAND WORKERS ARE RELATIVELY MORE 
EFFICIENT IN THE PRODUCTION OF JEANS THAN 
IN THE PRODUCTION OF CDs. 




SINCE IT TAKES 1 HOUR TO MAKE A CD IN THE 
UNITED STATES AND 4 HOURS IN JEANSLAND, U.S. 
WORKERS ARE FOUR TIMES AS EFFICIENT AS 
JEANSLAND WORKERS IN MAKING CDs. BECAUSE 
IT TAKES 2 HOURS TO MAKE A PAIR OF JEANS IN 
THE UNITED STATES AND 4 HOURS IN JEANSLAND, 
U.S. WORKERS ARE ONLY TWO TIMES AS 
EFFICIENT AS JEANSLAND WORKERS IN MAKING 
JEANS. THUS WE SAY THAT U.S. WORKERS ARE 
RELATIVELY MORE EFFICIENT IN THE PRODUCTION 
OF CDs THAN IN THE PRODUCTION OF JEANS. 




COMPARATIVE ADVANTAGE 
CAN ALSO SE 0ESCRI3E0 IN 
TERMS OF OPPORTUNITY 
COSTS. AN OPPORTUNITY 
.COST IS WHAT YOU GIVE UP 
TO DO SOMETHING ELSE. 




FOR EXAMPLE. IF YOU DECIDE TO STUDY ALL NIGHT FOR AN EXAM THE NEXT MORNING, YOU WOULD 
'.CERTAINLY MISS SOME SLEEP. THE LOST SLEEP IS THE OPPORTUNITY COST OF STUDYING. IF YOU FALL 

Asleep DURING the exam, the opportunity cost of that sleep is the good grade you would 

HAVE RECEIVED HAD YOU REMAINED AWAKE AND ANSWERED THE TEST QUESTIONS. 
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, BECAUSE THE OPPORTUNITY COST OF MAKING A 
CP IS LOWER IN The united states (1/2 FAIR OF 
JEANS) THAN IN JEANSLAND (A FULL FAIR OF 
JEANS), AMERICANS HAVE A COMFARATIVE 
ADVANTAGE IN MAKING CDs. SIMILARLY, 
JEANSLAND HAS A COMFARATIVE ADVANTAGE IN 
MAKING JEANS. CAN YOU FIGURE OUT WHY? 




THATS RIGHT. JEANSLAND HAS A COMFARATIVE 
ADVANTAGE IN MAKING JEANS SECAUSE THE 
OFFORTUNITY COST OF MAKING A PAIR OF JEANS 
IS LOWER IN JEANSLAND (1 CD) THAN IN THE 
UNITED STATES (2 CDs). 




IF JEANSLAND CITIZENS TRADE JEANS 
FOR CDs, THEY'RE TRADING THE GOOD 
THEY CAN PRODUCE RELATIVELY MORE 
EFFICIENTLY FOR THE GOOD THEY 
PRODUCE RELATIVELY LESS EFFICIENTLY. 
THIS MUST SE SETTER THAN THE INITIAL 
SITUATION, IN WHICH JEANSLAND 
PRODUCED DOTH GOODS. LIKEWISE, 

THE UNITED STATES MUST ALSO SE 
SETTER OFF UNDER TRADE SASED ON 
COMPARATIVE ADVANTAGE. 



IF ALL NATIONS EXPLOIT THEIR COMPARATIVE ADVANTAGES, ALL WILL SE SETTER OFF, AND THE STANDARD 
OF LIVING OF EACH NATION WILL RISE. GROSS DOMESTIC PRODUCT (GDP), THE VALUE OF GOODS AND 
SERVICES PRODUCED IN A COUNTRY, WILL INCREASE AND NEW JOSS WILL SE CREATED. 



IT SHOULD BE NOTED THAT THE 
STATES EXAMPLE 
IS A GREAT SIMPLIFICATION OF 
WHAT HAPPENS IN THE REAL 
WORLD. IN THE REAL WORLD, 
COUNTRIES NEVER COMPLETELY 
SPECIALIZE IN THE PRODUCTION OF 
ONE OR A FEW GOODS, BUT 
UNDERLYING ECONOMIC FACTORS 
RELATED TO COMPARATIVE 
ADVANTAGE DO LEAD TO 
CONCENTRATION IN THE PRODUCTION 
OF CERTAIN GOODS. THUS, OUR 
EXAMPLE YIELDS VALUABLE INSIGHT 
INTO THE REASONS NATIONS TRADE. 
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TKAPE CARRIERS HAVE TWO 5ASIC FORMS, 
TARIFFS ANP QUOTAS. A TARIFF IS A TAX 
IMPOSES ON GOOPS IMPORTEP INTO A COUNTRY. 
FOR EXAMPLE, THE UNITES STATES MIGHT IMPOSE 
A $1 TARIFF ON ALL SOTTLES OF FRENCH WINE 
ENTERING THE UNITES STATES... 



...ANP FRANCE MIGHT IMPOSE A 5-FRANC TARIFF 
ON ALL U.S. COMPACT PISCS ENTERING FRANCE. 





A QUOTA IS A RESTRICTION ON THE QUANTITY OF A PARTICULAR GOOP ENTERING A NATION. MOST 
ECONOMISTS OPPOSE TARIFFS ANP QUOTAS BECAUSE THEY LIMIT FREE TRADE, ANP FREE TRADE 
RAISES STANDARDS OF LIYING. 
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Several 3locs oe. nations have attempted to lower trade barriers between their members. 

FOR EXAMPLE, MEXICO. CANADA, AND THE UNITED STATES RATIFIED THE NORTH AMERICAN FREE TRADE 
agreement (NAFTA) IN 1995, SHARPLY REDUCING TARIFFS AND EASING QUOTAS ON GOODS AND 
SERVICES TRADED WITHIN THE BLOC. ANOTHER BLOC THAT HAS DONE THIS IS THE EUROPEAN UNION (EU). 







1. AUSTRIA 

2. BELGIUM 

3. DENMARK 

4. FINLAND 

5. FRANCE 

6. GERMANY. 

7. GREECE 
a. IRELAND 

9. ITALY 

10. LUXEMBOURG 

11. NETHERLANDS 

12. PORTUGAL 

13. SPAIN 

14. SWEDEN 

15. UNITED 
KINGDOM 
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ON A BROADER SCALE, A NEW GENERAL 
A6REEMEMT ON TARIFFS AND TRADE (OAH), 
RATIFIED IN 1994, WAS AN AHEMPT BY THE 
WORLD COMMUNITY TO LOWER TRADE 
BARRIERS IN ALL NATIONS SIMULTANEOUSLY. 
THE NEGOTIATORS REALIZED THAT UNLESS 
THERE WAS SIMULTANEOUS ACTION, BARRIERS 
WERE UNLIKELY TO FALL MUCH. THE GATT 
NEGOTIATORS ALSO REALIZED THAT 
ELIMINATING ALL TRADE 
BARRIERS WAS A POLITICAL 
IMPOSSIBILITY, BUT THEY 
WERE SUCCESSFUL IN 
SIGNIFICANTLY 
REDUCING THEM. 






THERE ARE SOME REASONS WHY COUNTRIES MIGHT ELECT 
NOT TO REMOVE ALL BARRIERS. ONE IS THAT COUNTRIES 
WANT TO HAVE DOMESTIC SUPPLIERS OF PRODUCTS VITAL 
TO NATIONAL SECURITY. SO THEY WONT HAVE TO RELY ON 
FOREIGN SUPPLIERS DURING WARTIME. 



SINCE WAR BROKE OUT, WE CAN'T BUY 
ANY MORE OF THEIR TANKS. 



ANOTHER IS THAT MANY COUNTRIES WANT TO DEVELOP THEIR 
NEW AND STRUGGLING INDUSTRIES. SOME PEOPLE SAY THAT 
THESE NEW INDUSTRIES NEED THE PROTECTION OF TRADE 
BARRIERS IN ORDER TO MATURE INTO INDUSTRIES ABLE TO 
COMPETE IN THE WORLD MARKET. 




A THIRD REASON IS THAT WHILE FREE 
TRADE WILL ALWAYS MAKE A COUNTRY 
AS A WHOLE BETTER OFF. THIS DOESN'T 
MEAN THAT ALL ITS CITIZENS WILL BE 
MADE BETTER OFF. WHEN COUNTRIES 
SPECIALIZE IN PRODUCTION ACCORDING 
TO COMPARATIVE ADVANTAGE. SOME 
WORKERS WILL LOSE THEIR JOBS. THIS 
WILL LEAD TO TEMPORARY. OR POSSIBLY 
PERMANENT. UNEMPLOYMENT FOR 



SOME PEOPLE. 




RETURNING TO OUR UNITED STATES/JEANSLAND EXAMPLE: IF SUDDENLY JEANSLANP CD MAKERS LOSE 
THEIR JOSS BECAUSE OF COMPETITION FROM THE UNITED STATES, AND U.5. JEANS MAKERS LOSE THEIR 
JOBS BECAUSE OF COMPETITION FROM JEANSLAND, THERE MIGHT BE SOME UNPLEASANT SHORT-TERM 
PROBLEMS IF THE WORKERS CAN'T BE RETRAINED QUICKLY FOR NEW JOBS IN A DIFFERENT INDUSTRY. 

— rr 




THE DISPLACEMENT OF WORKERS CAN CONSTITUTE A POLITICAL AND ECONOMIC PROBLEM, THIS IS A 
MAJOR REASON THAT NO NATION IS CALLING FOR AN IMMEDIATE LIFTING OF ALL TRADE BARRIERS. 




TO MINIMIZE THE HARDSHIP ON 
WORKERS. COUNTRIES LOWER TRADE 
BARRIERS SLOWLY, SO THAT WITH 
ENOUGH TIME, WORKERS CAN BE 
RETRAINED FOR NEW JOBS AND SHARE 
IN THE BENEFITS OF FREE TRADE, 

WHICH INCLUDE INCREASING NATIONAL 
WEALTH AND STANDARDS OF LIVING. 



AND THE LABOR DEPARTMENT REPORTED 
M TODAV THAT UNEMPLOVMENT IS AT A 20*YEAR 
LOW. IN RELATED NEWS, THE COMMERCE 
DEPARTMENT REPORTED THAT INCOMES HIT 
ANOTHER ALL-TIME HI0H. 
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&UT COUNWBS DON’T USUALLY T^PB ITEMS FOK 
OTHBK ITEMS. FOR EXAMPLE, A UNITED STATES 
EXFORTEF. OF COMPACT DISCS WANTS TO BE PAID 
IN U.S. DOLLARS, NOT BLUE JEANS. 



TO EXAMINE HOW COUNTRIES ACTUALLY TRADE 
GOODS AND SERVICES, WE HAVE TO. INTRODUCE 
MONEY. MOST COUNTRIES HAVE THEIR OWN 
CURRENCY; THE UNITED STATES HAS THE DOLLAR 
JAPAN THE YEN, GERMANY THE MARK, AND SO ON. 




ONE CURRENCY 13 TRADED FOR ANOTHER IN THE 
FOREIGN EXCHANGE MARKET, THIS MARKET IS A 
NETWORK OF FOREIGN EXCHANGE DEALERS, 



MAINLY IN LARGE FINANCIAL CENTERS, WHO BUY 
AND SELL VARIOUS CURRENCIES. 





FpREIGN EXCHANGE DEALERS, LINKED BY 
TELEPHONES AND COMPUTERS. STAND READY TO 
LIST PRICES AT WHICH THEY WILL BUY AND SELL 
DIFFERENT CURRENCIES. THE DEALERS EARN 
PROFITS BY BUYING CURRENCIES AT ONE PRICE 
AND SELLING THEM AT SLIGHTLY HIGHER PRICES. 



FOR EXAMPLE. WHILE A DEALER MIGHT BE WILLING :■ 
TO PAY 1.55 GERMAN MARKS PER DOLLAR THE ='■ ■ 
DEALER MIGHT ASK FOR A PRICE OF 1.7 MARKS PER 
DOLLAR FROM SOMEONE WANTING BUY DOLLARS. 




THE RATE AT WHICH ONE 
CURRENCY IS TRADED FOR 
ANOTHER IS KNOWN AS THE 
EXCHANGE RATE. AN EXCHANGE 
RATE LISTED IN THE UNITED 
STATES IS USUALLY EXPRESSED 
IN TERMS OF HOW MANY UNITS 
OF A FOREIGN CURRENCY ONE 
U.S. DOLLAR CAN BUY THE 
GERMAN MARK EXCHANGE 
RATE, FOR EXAMPLE, MIGHT BE 
1.60 MARKS PER DOLLAR. 



LARGE CORPORATIONS, FINANCIAL INSTITUTIONS, AND GOVERNMENT 
AGENCIES NEED TO TRADE LARGE AMOUNTS OF CURRENCIES ON A 
REGULAR BASIS, EITHER FOR THEMSELVES OR (IN THE CASE OF THE 
FINANCIAL INSTITUTIONS) FOR THEIR CLIENTS 





LARGE COMPANIES AND INSTITUTIONS TRADE IN A WHOLESALE ENVIRONMENT. THAT IS. TRADERS PUY IN 
large amounts and tend to get the best prices available for the DIFFERENT CURRENCIES. THIS 
IS SIMILAR TO JOINING A WHOLESALE FOOD CLUB. WHERE BUYING IN BULK DECREASES THE PER UNIT COST. 




IN CONTRAST, INDIVIDUALS AND 
SMALL COMPANIES. WHO HAVE 
SMALLER FOREIGN EXCHANGE NEEDS, 
OPERATE IN A RETAIL ENVIRONMENT. 
AS WITH ANV RETAIL SERVICE, THEY 
HAVE TO PAY A SOMEWHAT HIGHER 
PRICE. IN OTHER WORDS, THEY 
RECEIVE A LESS FAVORABLE 
f'X EXCHANGE RATE 



A TOURIST, FOR EXAMPLE. 
USUALLY EXCHANGES CURRENCY 
AT A FINANCIAL INSTITUTION, 
TYPICALLY A LOCAL BANK. 




THE BANK IS OFFERING THE 
TOURIST A VALUABLE SERVICE 

THE NEWSPAPER USTIM6 SAYS THE 
EXCHANGE RATE IS 1.60 MARKS PER 
DOLLAR. BUT AT THE BANK I GOT 
ONLY 1.50 MARKS PER DOUAR. 




THE REASON THE RETAIL FOREIGN EXCHANGE (FX, FOR 
SHORT) CUSTOMER GETS A LOWER RATE IS THAT RETAIL 
TRANSACTIONS ARE USUALLY SMALL AND INVOLVE 
PAPER CURRENCY. RATHER THAN ELECTRONIC MONEY; 
SO. THEYRE RELATIVELY EXPENSIVE TO EXECUTE. 






IN THE TIME IT WILL TAKE ME TO COUNT 
THIS MONEY, I COULD EXECUTE A DOZEN 
ELECTRONIC FX TRANSACTIONS FOR 
MUCH LARGER SUMS. 
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I AT THE END OF THE DIG MEAL, 
YOU HAVE TO. FAY. 







I HOW DO YOU DO IT? U.5. DOLLARS 
WONT WORK; THE RESTAURANT 
I WANTS 50 MARKS. 

MARK m WORDS: WE DON’T ISSii 



FORTUNATELY, YOU HAD CHANGED 
DOLLARS INTO MARKS AT THE 
AIRPORT DANK, AND YOU CAN FAY 




WHATHAFFENS IF YOU USE A CREDIT CARD 
TO FAY FOR YOUR MEAL? DECAUSE THE 
CREDIT CARD COMPANY IS LOCATED IN THE 
UNITED STATES. YOUR MONTHLY STATEMENT 
WILL SHOW THE AMOUNT OWED FOR THE 
GERMAN MEAL IN U.S. DOLLARS. 







AS IS THE CASE WITH ANY CREDIT CARD 
TRANSACTION, YOU DON'T FAY THE RESTAURANT; 

RATHER YOUR CREDIT CARD COMPANY DOES. W iffWt 
EFFECT, THE CREDIT CARD. COMPANY IS AM&W 
LENDING YOU MARKS TO PAY FOR THE 
GERMAN MEAL. AS A CONVENIENCE FOR 
YOU, IT WILL CONVERT THE MARKS INTO 
DOLLARS, AND CHARGE THE DOLLAR 
AMOUNT OWED ON YOUR 
STATEMENT. 



■e, 















M 



’ 3USINESSES THAT IMPORT GOODS ALSO NEED TO EXCHANGE CURRENCY. A U.S. CAR DEALER IMPO^NG 
JAPANESE CARS HAS TO FIND A WAY TO PAY THE JAPANESE MANUFACTURER FOR THE CARS. 
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TO FAYWK THE CARS, THE U.S, IMPORTER MUST 
mo A WAY TO PAY THE JAPANESE CAR MAKER IN 
YEN IN ONE MONTH, SUPPOSE THAT THE EXCHANGE 
RATE \S NOW 120 YEN TO THE POLIAK AHP EACH 
CAR COSTS 3 MILLION YEN HOW MANY POLIAKS IS 
THIS? WE COMPUTE FOLLOWS: (3 MILLION YEN} 

X (m/120 YEN) ~ $25,000, 



NOW SUPPOSE THAT A MONTH LATER THE YEN 
EXCHANGE RATE fSlOO YEN PER DOLLAR WHAT 
DOES THIS MEAN? AT AN EXCHANGE RATE OF 120 
YEN PER DOLLAR $1 WILL BUY 120 YEN, AT AN 
EXCHANGE RATE OF 100 YEN PER DOLLAR $1 WILL 
BUY 100 YEN. BECAUSE THE DOLLAR BUYS FEWER 
YEN AT THE NEW EXCHANGE RATE, WE SAY THAT 
THE DOLLAR HAS WEAmNED. 




mCAUSE THE DOLLAR HAS WEAKENED, If NOW 
TAKES MORE DOLLARS TO EQUAL 3 MILLION YEN, 
HOW MANY MORE? THE NEW EXCHANGE RATE IS 
too YEN PER DOLLAR SO 3 MILUON YEN WILL 
BE WORTH (3 MILUON YEN) X (01/100 YEN) ~ 
030,000, THUS, THE CAR IS 05,000 MORE 
EXPENSIVE THAN BEFORE 




OF COURSE, THE REVERSE COULD ALSO HAPPEN, 
THE EXCHANGE FATE MIGHT INCREASE T0 150 YEN 
PER DOLLAR IN THIS CASE, WE SAY THE DOLLAR 
HAS STRENGTHENED AGAINST THE YEN, BECAUSE 
01 NOW BUYS MORE YEN THAN BEFORE, THE 
PRECISE DOLLAR AMOUNT OF THE CHANGE IS 



COMPUTED AS FOLLOWS: (3 MILLION YEN) X (01/150 
Ym) 020,000, A DECREASE OF 05,000, 





YOU MIGHT WONDER WHY THE U.S. IMPORTER 
WOULDN’T JU5T PREPAY FOR NEXT MONTH'S CAR 
SHIPMENT AT TODAYS EXCHANGE RATE OF 120 YEN 
PER DOLLAR THAT WOULD OBVIOUSLY EUMINATE 
UNCERTAINTY AND REDUCE THE EXCHANGE RATE 
RISK. ONE REASON IS THAT COMPANIES GENERALLY 
PILFER TO KEEP THEIR MONEY FOR AS LONG AS 
POSSIBLE TO EARN INTEREST ON IT. 



OR IT COULD BE THAT THE COMPANY DOEmT HAVE 
ENOUGH MONEY ON HAND TO PREPAY. 
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TO ILLUSTRATE A FORWARD CONTRACT, SUPPOSE 
THAT THE 30-DAY FORWARD EXCHANGE RATE IS 
125 YEN PER DOLLAR 



Exchange rates' 

' (UNITS Of ftREibN CURREHtX 
PER POtiAR) 



spor 

R^T€ 



30-\>M 
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&ECAUSE THE CAR IMPORTER HAS ACCESS TO 
FORWARD CONTRACTS, THE EXPECTED COST OF THE 
3 MILLION YEN NEEDED TO PAY THE JAPANESE CAR 
MAKER IN ONE MONTH IS $24,000. 




ONE FACTOR AFFECTING FORWARD EXCHANGE 
RATES IS THAT INTEREST RATES DIFFER BETWEEN 
COUNTRIES, AND SO PEOPLE WHO HOLD THE 
CURRENCY OF A COUNTRY WITH HIGH INTEREST 
RATES CAN EARN A HIGHER RETURN. 




INDEED, IF INTEREST RATES ARE HIGHER IN THE 
UNITED STATES THAN IN JAPAN, THE LIKELIHOOD 
INCREASES THAT THE DOLLAR WILL STRENGTHEN 
RELATIVE TO THE YEN. 




THE U.3. IMPORTER MAY ARRANGE A FORWARD 
CONTRACT THROUGH A LARGE DANK. THE DANK 
AGREES TO SELL 3 MILLION YEN TO THE U.S. 
IMPORTER, IN ONE MONTH'S TIME. AT A FORWARD 
EXCHANGE RATE OF 125 YEN PER DOLLAR. THE 
IMPORT COMPANY IS EFFECTIVELY PAYING THE DANK 
TO ASSUME SOME OF ITS EXCHANGE RATE RISK. 







YOU SHOULD KEEP IN MIND THAT 
FORWARD EXCHANGE RATES ARE 
NOT PRECISE FORECASTS OF FUTURE 
EXCHANGE RATES. THEREFORE. 
LOCKING IN A FORWARD EXCHANGE 
RATE CREATES SOME RISK FORA 
COMPANY DECAUSE IT MAY HAVE 
LOCKED IN AN UNFAVORADLE RATE. 

I HOPE I DIDNT LOCK IN)\v / / 

AN UNFAVORABLE RATE. ' ‘ 



IF THE EXCHANGE RATE 
INCREASES OR DECREASES, IT HVONT 
AFFECT THE IMPORTER'S PURCHASING COSTS, 
SINCE HIS EXCHANGE RATE HAS ALREAOV 
BEEN DETERMINED IN THE FORHfARD 
CONTRACT. 



FOR EXAMPLE, IF THE ACTUAL EXCHANGE 
RATE IN ONE MONTH IS HIGHER THAN 125 YEN PER DOLLAR, THE 
U.S. COMPANY WOULD HAVE DENEFITED DY NOT ENTERING INTO 
THE FORWARD CONTRACT DECAUSE THE PRICE PER CAR IS NOW 
LESS THAN $24,000. 





j CENTRAL BANKS, NATIONS' MONETARY AUTHORimS, ALSO ARE ACTIVELY INVOLVE0 IN THE FOREIGN 
EXCHANGE MARKET. THEY ARE IN THE MARKET TO TRY TO MAINTAIN STABILITY IN THE MARKETPLACE FOR 
CURRENCIES. SO THAT INTERNATIONAL TRADE CAN TAKE PLACE UNIMPEDED. 




THE CENTRAL BANKS DO THIS 
OCCASIONALLY BY BUYING AND 
SELLING URGE AMOUNTS OF 
CURRENCIES. 






mm 



'■ ‘‘is? 









THE CENTRAL BANKS OF COUNTRIES WHOSE CURRENCIES AREN'T 
TRADED IN LARGE QUANTITIES IN THE FX MARKET CAN DIRECTLY ' 
AFFECT SUPPLY AND DEMAND CONDITIONS FOR THEIR CURRENCIES. 



THE DENIM HAS BEEN FALLING IN 
VALUE. LET'S BUY SOME DENIMS TO 
PUMP UP ITS VALUE. 



FOR A COUNTRY SUCH AS THE UNITED STATES, 
WHOSE CURRENCY IS ACTIVELY TRADED IN THE 



ALTHOUGH THERE IS NO ABSOLUTE RULE DETERMINING 
WHEN CENTRAL BANKS MIGHT INTERVENE, SHARP AND 
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A DISORDERLY FOm^N EXCHANGE MARKET CAN LEAD TO 
ECONOMIC INSTASlllfY. WITH INCREASED FLUCTUATION IN 

'exchange rates, it secomes more difficult and 

EXPENSIVE TO AGREE TO MARKET TRANSACTIONS, AND 
COMPANIES MAY SE UNWILLING TO MAKE COMMITMENTS IN 
FOREIGN CURRENCIES. AS A RESULT, TRADE CAN SUFFER. 



SOME COMPANIES MAY STOP IMPORTING. 
REDUCING THE SENEFITS OF COMPARATIVE 
ADVANTAGE. 
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The Story of Foreign Trade and Exchange uses 
everyday language and lively illustrations to explain: 

— the benefits of international trade; 

— the effects of tariffs and quotas; 

— the sigrifficance of fb^ign exchange rates; 

— how the foreign exchange market facilitates trade; 

— why central bdiijks sometimes intervene in the foreign 
exchange marke&"^ * 

The Story of Foreign Trade and Exchange is one of a 
series of educational comic-style booklets published by the 
Federal Reserve Bank Of New York. Others include: 

A Penny Saveih.. 

The Story of Banks 

The Story of Checks and Electronic Payments 

The Story of Inflation 

The Story of Monetary Policy 

The Story of Money 

Too Much, Too Little (which takes the reader on a trip 
back in time to the origins of the Federal Reserve System) 

Up to 35 copies of a comic-style booklet are available at 
no charge. Additional copies are 25 cents each. For more infor- 
mation or to order, write or call: 

FEDERAL RESERVE BANK OF NEW YORK 
Public Information Department 
33 Liberty Street 
New York, NY 10045 
(212) 720-6134 
http://www.ny.frb.org 
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